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NOTICE TO READERS
This Audit Risk Alert is intended to provide auditors o f financial 
statements o f the high-technology industry with an overview of 
recent economic, technical, and professional developments that 
may affect the audits they perform.
This publication is an Other Auditing Publication, as defined in 
AU section 150, Generally Accepted Auditing Standards (AICPA, 
Professional Standards, vol. 1). Other Auditing Publications have 
no authoritative status; however, they may help the auditor un­
derstand and apply generally accepted auditing standards.
If an auditor applies the auditing guidance included in an Other 
Auditing Publication, he or she should be satisfied that, in his or 
her judgment, it is both appropriate and relevant to the circum­
stances o f his or her audit. The auditing guidance in this docu­
ment has been reviewed by the AICPA Audit and Attest 
Standards staff and published by the AICPA and is presumed to 
be appropriate. This document has not been approved, disap­
proved, or otherwise acted on by a senior technical committee of 
the AICPA.
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Technical Manager 
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High-Technology Industry 
Developments— 2006/07
How This Alert Can Help You1
This Audit Risk Alert can help you plan and perform your high- 
technology industry audits. The knowledge delivered by this 
Alert can assist you in achieving a more robust understanding of 
the high-technology business environment in which your clients 
operate— an understanding that is more clearly linked to the as­
sessment o f the risk o f material misstatement o f the financial 
statements. Also, this Alert delivers information about emerging 
practice issues and about current accounting, auditing, and regu­
latory developments.
If you understand what is happening in the high-technology in­
dustry and if you can interpret and add value to that information, 
you will be able to offer valuable service and advice to your 
clients. This Alert assists you in making considerable strides in 
gaining that industry knowledge and understanding it.
This Alert is intended to be read in conjunction with the AICPA 
general Audit Risk Alert—2006/07  (product no. 022336kk).
References to Professional Standards. When referring to the pro­
fessional standards, this Alert cites the applicable sections of the 
codification and not the numbered statements, as appropriate. For 
example, Statement on Auditing Standards (SAS) No. 54 is re­
ferred to as AU section 317 of the AICPA Professional Standards.
1. This Alert is intended to assist auditors of both public and nonpublic companies. As 
such, references to AICPA professional stan­dards, that is, generally accepted audit­
ing standards (GAAS) and Public Company Accounting Oversight Board (PCAOB) 
professional standards, are included. In referring to AICPA professional standards, 
this Alert cites the applicable sections of the AICPA Professional Standards publica­
tion. In referring to PCAOB standards, this Alert cites the applicable sections o f the 
AICPA's publication entitled PCAOB Standards and Related Rules. In those cases in 
which the standards of the AICPA and those of the PCAOB are the same, this Alert 
cites the applicable section of the AICPA Professional Standards publication only.
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New Auditing, Attestation, and Quality Control 
Pronouncements, and Other Guidance
Presented below is a list o f auditing, attestation, and quality con­
trol pronouncements and other guidance issued since the publi­
cation o f last year’s Alert. The AICPA general Audit Risk 
Alert—2006/07  (product no. 022336kk) contains a summary ex­
planation o f most o f these issuances. For information on audit­
ing, attestation, and other standards and guidance issued 
subsequent to the writing of this Alert, please refer to the AICPA 
Web site at www.aicpa.org and the Public Company Accounting 
Oversight Board (PCAOB) Web site at www.pcaobus.org. The 
PCAOB sets standards for auditors o f public companies and 
other Securities and Exchange Commission (SEC) registrants 
only. You may also look for announcements o f newly issued stan­
dards in the CPA Letter, Journal o f Accountancy, and the quarterly 
electronic newsletter, “In Our Opinion,” issued by the AICPA’s 
Auditing Standards team and available at www.aicpa.org/members/ 
div/auditstd/ opinion/index.htm.
SAS No. 102 
(December 2005)
SAS No. 103 
(December 2005)
SAS No. 104 
(March 2006)
SAS No. 105 
(March 2006)
SAS No. 106 
(March 2006)
SAS No. 107 
(March 2006)
SAS No. 108 
(March 2006)
SAS No. 109 
(March 2006)
SAS No. 110 
(March 2006)
Defining Professional Requirements in Statements on 
Auditing Standards
Audit Documentation
Amendment to Statement on Auditing Standards No. 1, 
Codification of Auditing Standards and Procedures 
( “Due Professional Care in the Performance o f Work")
Amendment to Statement on Auditing Standards 
No. 95, Generally Accepted Auditing Standards
Audit Evidence
Audit Risk and M ateriality in Conducting an Audit 
Planning and Supervision
Understanding the Entity and Its Environment and  
Assessing the Risks o f M aterial Misstatement
Performing A udit Procedures in Response to Assessed 
Risks and Evaluating the A udit Evidence Obtained
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SA S No. 111 
(March 2006)
SA S No. 112 
(May 2006)
SSA E No. 13 
(December 2005)
Revised AICPA Ethics 
Interpretation No. 101-15 
(December 2005)
AICPA “Conceptual 
Framework for AICPA 
Independence Standards” 
(Adopted by the Professional 
Ethics Executive Committee 
in January 2006)
Revised AICPA Ethics 
Interpretation No. 501-1 
(January 2006)
Ethics Ruling No. 113 
under Rule 102 
(January 2006)
Ethics Ruling No. 114 
under Rule 101 
(January 2006)
PCAOB Auditing 
Standard No. 4 
(approved by the 
SEC in February 2006) 
(Applicable to audits 
conducted in accordance 
with PCAOB standards only)
PCAOB Conforming 
Amendment 
(approved by the SEC 
in February 2006) 
(Applicable to audits 
conducted in accordance 
with PCAOB 
standards only)
PCAOB Rules 
(approved by the 
SEC in April 2006) 
(Applicable to audits 
conducted in accordance 
with PCAOB standards only)
Amendment to Statement on Auditing Standards 
No. 39, Audit Sampling
Communicating Internal Control Related Matters 
Identified in an Audit
Defining Professional Requirements in Statements on 
Standards for Attestation Engagements
“Financial Relationships”
“Conceptual Framework for AICPA 
Independence Standards”
“Response to Requests by Clients and Former 
Clients for Records”
“Acceptance or Offering of Gifts or Entertainment 
under Rule 102— Integrity and Objectivity”
“Acceptance or Offering of Gifts and Entertainment 
to or from an Attest Client under Rule 101— 
Independence”
Reporting on Whether a Previously 
Reported M aterial Weakness Continues to Exist
Conforming Amendment to PCAOB Related 
Auditing and Professional Practice Standards 
Resulting from  the Adoption o f the Auditing 
Standard No. 4
Ethics and Independence Rules Concerning 
Independence, Tax Services, and Contingent Fees
(continued)
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PCAOB Staff Audit 
Practice Alert No. 1 
(July 2006)
(Applicable to audits 
conducted in accordance 
with PCAOB 
standards only)
AICPA Audit and 
Accounting Practice Aid 
(Nonauthoritative)
AICPA Audit and 
Accounting Practice Aid 
(Nonauthoritative)
COSO Guidance 
(July 2006)
Matters Related to Timing and Accounting for 
Option Grants
Alternative Investments—A udit Considerations
Independence Compliance: Checklists and Tools 
fo r Complying With AICPA and GAO 
Independence Requirements
Internal Control Over Financial Reporting— 
Guidance fo r Smaller Public Companies
For summaries of the above standards and other guidance, visit 
the applicable Web site. The standards and interpretations pro­
mulgated by the AICPA Auditing Standards Board (ASB) are now 
available free of charge by visiting the AICPA’s Audit and Attest 
Standards Team’s page at www.aicpa.org/members/div/auditstd/ 
Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike 
can download the auditing, attestation, and quality control stan­
dards by either choosing a section of the codification or an indi­
vidual statement number. You can also obtain copies of AICPA 
standards and other guidance by contacting Service Center Oper­
ations at (888) 777-7077 or going online at www.cpa2biz.com.
New Accounting Pronouncements and Other Guidance
Presented below is a list o f accounting pronouncements and 
other guidance issued since the publication of last year’s Alert. 
The AICPA general Audit Risk Alert—2006/07  (product no. 
022337kk) contains a summary explanation of most o f these is­
suances. For information on accounting standards issued subse­
quent to the writing o f this Alert, please refer to the AICPA Web 
site at www.aicpa.org, and the Financial Accounting Standards 
Board (FASB) Web site at www.fasb.org. You may also look for 
announcements o f newly issued standards in the CPA Letter and 
Journal o f Accountancy.
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Financial Accounting 
Standards Board (FASB) 
Statement No. 155 
(February 2006)
FASB Statement No. 156 
(March 2006)
FASB Statement No. 157 
(September 2006)
FASB Statement No. 158 
(September 2006)
FASB Interpretation No. 48 
(June 2006)
FASB Emerging Issues 
Task Force (EITF) Issues 
(Various dates)
FASB Staff Positions 
(Various dates)
AICPA Statement of 
Position (SOP) 06-1 
(April 2006)
AICPA TPA section 5600.07-.17 
(November 2005)
AICPA TPA section 2130.09-.37 
(November 2005)
AICPA TPA section 6910.26-.29 
(January 2006)
AICPA TPA section 1400.29 
(April 2006)
AICPA TPA section 1400.30 
(April 2006)
AICPA TPA section 1400.31 
(April 2006)
AICPA TPA section 1500.06 
(April 2006)
AICPA TPA section 1400.32 
(June 2006)
Accounting for Certain Hybrid Financial 
Instruments—an amendment o f FASB 
Statements No. 133 and 140
Accounting for Servicing o f Financial Assets— 
an amendment to FASB Statement No. 140
Fair Value Measurements
Employers’ Accounting for Defined Benefit 
Pension and Other Postretirement Plans— an 
amendment o f FASB Statements No. 87, 88,
106, and 132(R)
Accounting for Uncertainty in Income Taxes— 
an interpretation o f FASB Statement No. 109
Go to www.fasb.org/eitf/ for a complete list 
of EITF Issues.
Go to www.fasb.org/fasb_staff_positions/ for a 
complete list o f FASB Staff Positions (FSPs). A 
number of the recently issued FSPs address 
issues relating to FASB Statement No. 123(R).
Reporting Pursuant to the Global Investment 
Performance Standards
Q&As on Lease Accounting
Q&As related to SOP 03-3, Accounting for Certain 
Loans or Debt Securities Acquired in a Transfer
Non-Registered Investment Partnerships
Consolidated Versus Combined Financial 
Statements under FASB Interpretation No. 46(R), 
Consolidation o f Variable Interest Entities
Stand-Alone Financial Statements o f a  Variable 
Interest Entity
GAAP Departure for F IN  46(R)
Application o f FASB Interpretation No. 46(R), 
Consolidation of Variable Interest Entities, to 
Income Tax Basis Financial Statements
Parent Only Financial Statements and  
Relationship to GAAP
(continued)
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SEC Rules, Regulations, 
Accounting Bulletins, etc. 
(Various dates)
Go to www.sec.gov for a complete list o f all 
SEC Guidance.
For summaries o f the above standards and other guidance, visit 
the applicable Web site. To obtain copies of AICPA standards and 
other guidance, contact Service Center Operations at (888) 777- 
7077 or go online at www.cpa2biz.com.
Current Economic and Industry Developments
General Industry Trends and Conditions
Worldwide information technology (IT) spending is expected to 
increase approximately 5.5 percent in 2006, according to IDC, a 
global market research firm based in Framingham, Massachusetts. 
IDC estimates that while there will be an increased momentum in 
software, there will be an offsetting moderation in spending on PCs 
and peripherals. Forrester Research, Inc. (Forrester) believes that 
the U.S, IT industry will experience a slight slowdown in 2007 and 
2008, but that there will be a revival in tech spending in 2009 and 
2010 as companies will have absorbed the previous boom’s Internet 
technologies and will be poised to develop newer technologies.
Lower-cost technology should heighten demand for computer 
chips, software, and wireless devices, but may also result in slower 
revenue growth. ID C has forecasted an average of only 6 percent 
industry growth from 2006 to 2008, as compared to a 10 percent 
annual rate in the 1990s.
The tech job market has picked up once again despite fears of 
outsourcing and the fallout from the tech recession. In 2005, ap­
proximately 125,000 tech jobs were created, according to 
Moody’s. The industry now appears to be reaching a steady pace 
of creating an average of 150,000 jobs a year, A series of shocks, 
including the terrorist attacks on September 11, 2001, the war in 
Iraq, and the technology industry recession, led companies to cut 
back spending on labor. Recently, however, a gradual catch-up 
process has taken place, as revenues and profits within the tech­
nology industry have started to increase again.
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What Is High Technology, and What Are Its Industry 
Segment Conditions?
It is difficult to find common ground on the precise definition of 
the high-technology industry. According to the AEA (formerly 
known as the American Electronics Association), the high-tech­
nology industry is made up of 45 Standard Industrial Classifica­
tion (SIC) codes. These sectors fall into three broad categories, 
namely, high-technology manufacturing, communications ser­
vices, and software and computer-related services.
High technology is a lot like quality— people know it when they 
see it— but it is not easy to define. This means the definition of 
the high-technology industry varies greatly depending on the 
combination of products and services selected to define the in­
dustry. For the purposes o f this Alert, we will use a definition that 
segments the industry into five classifications, namely, PCs; semi­
conductors; mainframes, servers, and storage; networking and 
telecommunications equipment; and software and services.
Personal Computers
The worldwide PC market performed well in 2005, as PC ship­
ments increased 15.5 percent from 2004. In addition, the Eu­
rope, Middle East, and Africa regions surpassed the United States 
as the largest PC market, based on 2005 shipments, according to 
Gartner, Inc. Shipments in Europe, the Middle East, and Africa 
totaled 72.6 million units in 2005, versus shipments to the 
United States o f 67.2 million units.
Worldwide PC shipments totaled 54.9 million units in the sec­
ond quarter o f 2006, which was an 11 percent increase over the 
same period last year. Demand for mobile PCs remained strong 
during the first quarter, and demand for desktop PCs also in­
creased, due to renewed price competition by Intel and AMD. 
However, according to Gartner, the PC industry will experience 
slower growth overall in 2006. While mobile PC growth remains 
strong, desk-based PC replacement activity will soon peak and 
then subside, thereby hurting the overall PC industry’s growth 
potential. Gartner has predicted that worldwide PC shipments
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will therefore only increase by approximately 11 percent in 2006, 
as compared to the 15.5 percent growth rate experienced in
2005. ID C has similar expectations. ID C expects worldwide PC 
shipments to grow 10.5 percent in 2006 over 2005, helped in 
part by strong sales in emerging markets. ID C further estimates 
that PC spending will only grow approximately 2 percent in
2006, as price competition continues.
Short product life cycles are a fundamental characteristic o f this 
industry sector. For example, the life cycle o f a desktop PC is 
thought to be two years or less, and it is estimated that up to 50 
percent o f profits from PCs and related products are generated in 
the first three to six months of sales. As a result, computer makers 
face the risk of inventory obsolescence. (See the “Inventory Valu­
ation” section later in this Alert for a discussion of this issue.)
Semiconductors
Worldwide semiconductor revenue totaled $235 billion in 2005, 
which was a 5.7 percent increase from 2004, according to Gartner; 
total worldwide semiconductor revenues for 2005 surpassed the 
industry’s previous record of $223 billion, set in 2000. This in­
crease in revenues is largely the result of an increase in popularity 
of MP3 players, which require flash memory semiconductors. The 
entire flash memory segment of the semiconductor industry in­
creased 71 percent between 2004 and 2005, according to Gartner.
Gartner expects the semiconductor industry to experience mod­
est growth over the next few years and expects worldwide semi­
conductor revenue to reach $257.7 billion in 2006. For the 
second quarter o f 2006, worldwide semiconductor sales were 
$58.9 billion, an increase of 9.4 percent over the same time pe­
riod last year. As chipmakers such as Intel and AM D have slashed 
prices on their chips, this price slump was offset by an increase in 
the total number of PCs sold, and strong demand for cell phones 
and MP3 players. According to Gartner, however, a slight slow­
down in the semiconductor industry is expected in 2007, fol­
lowed by a cyclical market peak in 2008.
In a sign that the semiconductor industry is maturing, more chip 
equipment companies are starting to issue dividends or buy back
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shares o f their stock. The industry’s largest company, Applied 
Materials, began issuing a dividend for the first time in company 
history in the first quarter o f 2005.
For electronics and semiconductor manufacturing, approxi­
mately 55 percent to 60 percent of the world’s outsourcing will be 
based in China by the end of 2006, according to market research 
service In-Stat. Semiconductor manufacturers already regard 
China as very important to their growth; China’s semiconductor 
market is the third largest in the world.
Advances in computing, digital media processing, and wireless 
technology have enabled the semiconductor industry to create 
lifestyle-changing devices. PCs still account for the largest pro­
portion of chip demand, although that percentage has decreased 
in recent years. In the past, governments, the military, and busi­
nesses consumed the majority o f IT resources. But as consumers 
buy more of the computing power created each year, IT  compa­
nies will have to create IT products with features that appeal to 
consumers. According to Gartner, 45 percent o f the semiconduc­
tor chips made in the world today are for consumer devices, and, 
by 2013, consumer devices will account for more than half o f 
semiconductor chips made in the world, thereby outpacing the 
use of commercial chips.
Mainframes, Servers, and Storage
Worldwide server shipments in 2005 increased 12.7 percent in 
2005 as compared to 2004, according to Gartner. Worldwide 
server revenues grew 4.5 percent in 2005. A good environment 
for hardware and software replacement and migration is helping 
fuel new enterprise spending for IT infrastructure, according to 
ID G  analysts. ID G  anticipates growing demand in emerging 
markets, such as Eastern Europe and Asia, as well as in mature 
markets such as the United States and Western Europe. World­
wide server shipments for the second quarter of 2006 grew 12.8 
percent over the same time period last year, according to Gartner.
From a regional perspective, the United States will continue to 
hold the greatest share of the worldwide server market, followed 
by Western Europe and Asia and the Pacific Rim (excluding
9
Japan). IDC expects the strongest growth over the next five years 
to be in Central and Eastern Europe, as well as Asia and the Pa­
cific Rim region.
In terms of products, a key growth area will be the server blade 
(or modular) market, which is expected to reach $9 billion by 
2008. According to Gartner, the blade market continued to re­
main strong in the first quarter o f 2006, with volumes increasing 
46 percent over the same period last year. ID C believes the blade 
computing market is a new area o f opportunity for server vendors 
and will bring dramatic changes to the server landscape while cre­
ating new areas o f demand for server management, virtualization, 
network equipment, and clustering.
Servers based on the Linux operating system will have compara­
ble market share numbers in 2008, representing approximately 
29 percent o f all server unit shipments and about $9.7 billion in 
revenues. Microsoft Windows-based servers are expected to cap­
ture 60 percent of all server unit shipments in 2008 and represent 
the largest server-operating environment in terms o f revenues 
with $22.7 billion. ID C anticipates Windows and Linux servers 
combined to total more than 50 percent o f server market rev­
enues in 2008, up from just 37 percent in 2003.
Worldwide external controller-based disk storage revenue totaled 
$3.8 billion in the first quarter of 2006, an 8.6 percent increase 
over the first quarter o f 2005, according to Gartner. The data 
storage industry has remained very competitive; as new electronic 
products are becoming more commonplace (for example, cellular 
phones, digital cameras, and laptop PCs), new markets for the 
data storage sector have opened up. Hard disk drive and flash 
memory suppliers have been particularly successful in recent 
years, due to the proliferation o f new consumer electronic de­
vices; these suppliers have experienced improvements in average 
selling prices and a reduction in excess inventory levels. Market 
research firm ID C estimates that worldwide shipments o f flash 
memory cards will increase at a compound annual growth rate of 
32 percent through 2008.
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Data storage companies have attempted to gain market share 
through cost cutting and new product releases that focus on the 
low- and mid-range segments o f the storage markets. According 
to ID C , sales o f low-end external disk storage systems are ex­
pected to grow by more than 23 percent annually through 2009. 
The industry is also emphasizing research and development 
(R&D) to help create products with improved functionality and 
lower cost applications.
Standard and Poor’s believes that consolidation within the storage 
industry will increase. Many storage providers generate and pos­
sess large amounts o f cash and typically have little or no debt; 
thus, they have the means to acquire companies that will improve 
their competitive positioning.
As with other segments o f the high-technology industry, there is 
the potential for rapid inventory obsolescence. As demand for 
new types o f servers and storage systems increases, older types 
may become obsolete. As a result, you may need to consider an 
increased level o f risk associated with inventory valuations. (For a 
further discussion, see the section entitled “Inventory Valuation” 
later in this Alert.)
Networking and Telecommunications Equipment
Worldwide mobile phone sales totaled 816.6 million units in
2005, a 21 percent increase from 2004, according to Gartner. In 
addition, the six leading vendors of mobile phones increased their 
market share, to the detriment of smaller vendors. Competition 
has continued to drive prices down at the low end of the market; 
at the same time, competition has also spurred new designs and 
features at the high end of the market. In the second quarter of
2006, mobile phone sales totaled 229 million units, which was an 
18.3 percent increase from the same period last year, according to 
Gartner. Demand for mobile phones in emerging markets such as 
the Middle East and Africa has increased in recent years. In addi­
tion, in more mature markets such as North America and Western 
Europe, there is a strong upgrade rate as operators continue to 
offer attractive new devices to replace customers’ outdated devices.
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Convergence seems to be the new buzzword for the wireless 
telecommunications industry. Cell phones now have increased 
and multiple functionalities and can now function in sync with, 
or in place of, PCs and TVs. As various wireless technologies con­
verge on a single mobile device, their use is expected to increase 
dramatically. According to Forrester, approximately 5 million 
people in the United States watched video on their cell phones in 
2005, and that number could double by the end of 2006. Fur­
thermore, consultancy Informa expects that by 2010, more peo­
ple worldwide will watch mobile TV  broadcasts than there are 
U.S. TV  households today.
Prices of wireless calls continue to drop, as phone companies use 
price cuts to compete with cable providers. Wireless phone calls 
are becoming so inexpensive that, consultancy In-Stat predicts, 
by 2009, one-third of all mobile subscribers will use their cell 
phones as their primary phones. As per-subscriber phone call rev­
enue keeps dropping, content owners (including record labels, 
movie studios, and broadcasters) want cell phone service 
providers who use their content to share revenues. Therefore, 
wireless carriers have begun outsourcing the creation o f new wire­
less technologies (for example, videos viewed through cell 
phones) to software developers under a shared revenue/shared 
business risk model.
In the United States, competition between telecom companies 
and cable companies continues to intensify, as their service offer­
ings have become increasingly intertwined. For instance, cable 
companies are beginning to offer inexpensive Internet-based 
phone services. Telephone companies have argued that cable 
companies should be subject to the same regulations as telephone 
companies, but the Federal Communications Commission 
(FCC) and Congress believe that less regulation for cable will 
help drive competition.
Internet protocols (IP) that allow telephony and voice communi­
cations, will drive voice/data convergence activity in greater than 
95 percent o f large companies by 2010, according to Gartner. 
Gartner also estimates that by 2010, 40 percent of companies will 
have integrated their entire voice and data networks into a single
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network, and that more than 95 percent o f both large and mid­
sized companies will have begun consolidating their networks.
Broadband services continue to gain traction, particularly for the 
wireless technology known as WiMAX (worldwide interoperabil­
ity for microwave access). In the United States, it is possible that 
WiMAX would be universally available by the end of 2007.
Merger and acquisition (M&A) activity has significantly in­
creased over the past few years, as highlighted by several large 
deals (including SBC ’s purchase o f AT&T, Verizon’s purchase of 
M CI, and Sprint’s merger with Nextel). Continued consolidation 
could lead to higher prices and less competition, or conversely, 
large companies could invest in new technology that could help 
small and medium-sized businesses if these smaller businesses can 
access larger companies’ Internet and phone networks. Gartner 
estimates that by 2009, half o f all large network service providers 
will have merged or been acquired.
Standard &  Poor’s sees continued growth in telecom’s wireless, 
digital subscriber line (DSL), and long-distance customer bases as 
a result o f bundling efforts. Also, Standard &  Poor’s expects tele­
com companies to continue looking outside o f their traditional 
services for growth, by offering higher speed data and video offer­
ings, and take aggressive actions to keep customers loyal.
Standard &  Poor’s also expects 8 percent to 10 percent industry 
growth in enterprise networking and telecommunications, as 
telecom service providers continue to upgrade their communica­
tions infrastructure to better handle data and mobile applica­
tions. The market’s underlying growth driver is the demand for 
bandwidth, which creates the need for new networks and up­
grades to existing networks. As consumers become more inter­
ested in higher speed connections and video-on-demand, these 
applications will drive more demand for bandwidth.
Software and Services
Forrester breaks the U.S. software market into three broad segments:
1. Purchases o f commercial software, whether in prepackaged 
or in customizable forms.
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2. Purchases o f custom-developed software by IT  services 
companies.
3. The value of internally developed software.
If people think about software today, they primarily think o f 
commercial software from leading software vendors, such as Mi­
crosoft, IBM, Oracle, SAP, Computer Associates International, 
Symantec, Veritas, BM C Software, and Adobe Systems, to name 
just a few of the largest of thousands o f software vendors. Com­
mercial software includes both packaged off-the-shelf software 
and component-based software that can be configured and cus­
tomized by the purchaser.
Twenty years ago, custom-developed software still dominated the 
commercial software segment, especially for enterprise operations 
and applications. However, the role o f custom-developed soft­
ware has steadily diminished as commercial packaged and semi- 
packaged software has grown in sophistication and scope. The 
packaged application software segment is expected to reach more 
than $120.6 billion in 2009, for a compound annual growth rate 
of 5.6 percent, according to IDC.
According to Standard &  Poor’s, the enterprise or corporate soft­
ware industry should see growth rates only in the mid-single dig­
its for the next few years, due to the fact that no new must-have 
technologies are seen on the horizon. Enterprise customers now 
are focused on return on investment when purchasing software, 
and in this buyers’ market, software vendors are facing intense 
competition and pricing pressure.
The vulnerability of computer systems has become more apparent 
in recent years, as the threat o f terrorist attacks, power outages, 
computer viruses, and other events that could compromise com­
puter security become more noticeable. Therefore, sales o f secu­
rity software are expected to remain strong in upcoming years; 
ID C projects a compound annual growth rate o f 14 percent 
through 2009, with revenue exceeding $19.2 billion that year.
M &A activity in the software industry has accelerated in recent 
years, most notably with the acquisition of PeopleSoft by Oracle,
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and the merger o f Symantec Corp. and Veritas Software Corp. 
ID C believes that the recent surge in M &A activity will continue, 
as a result o f intense pricing pressure experienced by software 
companies and because corporate clients are reducing the num­
ber of vendors with which they conduct business. However, Stan­
dard &  Poor’s Equity Research Services expects fewer large, 
multi-billion dollar deals as occurred in past years. Instead, M & A 
activity will largely be confined to smaller transactions, priced 
below $ 1 billion, which will allow the acquirer to take advantage 
of a complementary technology or specific market segment. The 
reasons for this shift are that companies are discovering that sig­
nificant resources and operations are required to derive benefits 
from large acquisitions, and that customers and investors are 
sometimes wary o f such large deals.
Internet companies are also making a comeback; according to 
IDC, the percentage of the U.S. population with Internet access 
rose from 46 percent in 2000 to 71 percent in 2003, and annual 
growth to 80 percent was expected in 2006. Many domestic In­
ternet companies have been looking abroad for new growth op­
portunities. There have been some notable acquisitions involving 
European Internet companies, but Asian Internet companies 
have remained the main focus of potential acquisitions. It is also 
expected that as these newly merged companies begin to integrate 
operations, Internet companies will also spend more money on 
marketing initiatives and R& D  to create new offerings.
Standard and Poor’s believes that the Internet is likely to become 
one of the primary distribution channels for software. The popu­
larity of the Internet has enabled movement away from reliance of 
proprietary software toward the more cost-effective open source 
alternative. The open source movement has gained popularity 
largely due to the growth of the Linux operating system in the en­
terprise market. Revenues for Linux and other open source alter­
natives are expected to see a compound annual growth rate 
ranging from 30 percent for system infrastructure software to 48 
percent for application software through 2009, according to IDC.
As technology becomes more complex, computer services have 
become increasingly more important to the customers o f hard­
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ware and software companies. The commercial computer services 
industry includes two subcategories: business services and IT ser­
vices. Business services include business consulting and business 
process outsourcing. IT services include application manage­
ment, system infrastructure, network and desktop outsourcing, 
project-oriented services, support, and training. For the IT ser­
vices market, outsourcing is expected to be the fastest growing 
segment over the next several years, outpacing other segments 
such as business consulting, support, and training. ID C estimates 
that overall spending on worldwide IT services will grow at a 7 
percent compound annual growth rate through 2009, reaching 
$803.9 billion. Business process outsourcing is also expected to 
continue to grow; ID C projects annual growth of that segment of 
11 percent through 2009.
Audit Issues and Developments
Assessing Audit Risks in the Current Environment
The proper planning and execution o f an audit has always re­
quired that auditors have an understanding of the high-technol­
ogy industry and the nature of the client’s business. Auditors of 
high-technology companies will need to obtain an understanding 
o f the client’s products, services, and distribution processes, and 
the terms and conditions o f sales arrangements. Such an under­
standing enhances the ability to plan and perform auditing pro­
cedures. For most audit firms, obtaining this understanding 
means that the most experienced partners and managers must be­
come involved early and often in the audit process.
You should keep the following points in mind as you plan and 
perform audits o f high-technology clients:
• Understand how your client is affected by changes in the 
current business environment.
• Understand the stresses on your client’s internal control 
over financial reporting, and the impact on effectiveness.
• Identify key risk areas, particularly those involving signifi­
cant estimates and judgments.
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•  Approach the audit with objectivity and skepticism, setting 
aside prior experiences with or belief in management’s integrity.
• Pay special attention to complex transactions, especially 
those presenting difficult issues of form versus substance.
• Consider whether additional specialized knowledge is 
needed on the audit team.
• Make management aware of identified audit differences on 
a timely basis.
• Question the unusual, and challenge anything that does 
not make sense.
• Foster open, ongoing communications with management 
and the audit committee, including discussions about the 
quality o f financial reporting and any pressure to accept 
less than high-quality financial reporting.
• When faced with a “gray” area, perform appropriate proce­
dures to test and corroborate management’s explanations 
and representations, and consult with others as needed.
Specific points to keep in mind with respect to high-technology 
clients include:
• Consider the inappropriate use of “bill-and-hold” account­
ing, for example, in circumstances in which the customer 
has not requested the delay in shipment or provided a ship 
date that is unreasonably delayed under the circumstances.
• Identify “round-trip” transactions. (See the “Accounting Is­
sues and Developments” section later in this Alert for a de­
tailed discussion o f these transactions.)
•  Consider nonmonetary transactions.
•  Pay attention to whether persuasive evidence of the 
arrangement exists at the time revenue is recognized and 
whether legal title to the goods has been transferred and 
the customer has all the risks and rewards of ownership at 
that time.
17
• Consider customers’ rights o f return, particularly those of 
distributors, and whether all the requirements o f FASB 
Statement o f Financial Accounting Standards No. 48, Rev­
enue Recognition When Right o f Return Exists, have been sat­
isfied for revenue recognition.
Audit Planning
Guidance for auditors regarding the specific procedures that 
should be considered in planning an audit, among other matters, 
is provided in AU section 311, Planning and Supervision (AICPA, 
Professional Standards, vol. 1; for audits conducted in accordance 
with PCAOB Standards; AICPA, PCAOB Standards and Related 
Rules). AU section 311 states that the auditor should obtain a 
knowledge of matters that relate to the nature o f the entity’s busi­
ness, organization, and operating characteristics, and consider 
matters affecting the industry in which the entity operates, in­
cluding, among other matters, economic conditions as they relate 
to the specific audit. For audits o f high-technology companies, 
you should consider obtaining information relating to:
• The types o f products being developed and marketed as 
well as their corresponding life cycles
• Whether those products are relatively standard or require 
significant customization
• Whether the company has a practice of allowing customers 
to return products for new or upgraded models
• Whether the company sells standalone products or a bun­
dle o f products and services (that is, multiple-element 
arrangements)
• The company’s current marketing programs, for example, 
pricing incentives and the nature o f any incentives that 
may affect the timing of revenue recognition
• Whether the company uses a standard form of sales agree­
ment; if standard sales agreements are not used, the processes 
by which sales agreements are evaluated for propriety o f rev­
enue recognition
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• Compensation plans for management and sales personnel 
that may provide an incentive to misstate revenue
• Factors used by stock analysts to value the entity
• The general terms o f the company’s arrangements with dis­
tributors and value-added resellers (VARs), if the company 
uses them
• The kind o f arrangements and warranty provisions the 
company typically enters into with its end-user customers
• If sales are made internationally, the laws of the local juris­
diction relating to billing, transfer o f title, or other items 
that may affect revenue recognition
• The competitive environment
Risk Assessment Standards
In March 2006, eight Statements on Auditing Standards were is­
sued that provide extensive guidance on how you should apply 
the audit risk model in the planning and performance of a finan­
cial statement audit. These SASs are effective for audits o f finan­
cial statements for periods beginning on or after December 15, 
2006, but earlier application is permitted. You should not under­
estimate the standards’ significant effect on your audits. The eight 
SASs consist of:
• SAS No. 104, Amendment to Statement on Auditing Stan­
dards No. 1, Codification of Auditing Standards and Proce­
dures ( “Due Professional Care in the Performance o f Work")
•  SAS No. 105, Amendment to Statement on Auditing Stan­
dards No. 95, Generally Accepted Auditing Standards
• Audit Evidence
• SAS No. 107, Audit Risk and Materiality in Conducting an Audit
• SAS No. Planning and Supervision
•  SAS No. 109, Understanding the Entity and Its Environ­
ment and Assessing the Risks o f M aterial Misstatement
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• SAS No. 110, Performing Audit Procedures in Response to 
Assessed Risks and Evaluating the Audit Evidence Obtained
• SAS No. 111, Amendment to Statement on Auditing Stan­
dards No. 39, Audit Sampling
The ASB believes that the SASs represent a significant strength­
ening of auditing standards that will improve the quality and ef­
fectiveness o f audits. The primary objective o f the SASs is to 
enhance your application of the audit risk model in practice by 
requiring, among other things:
• A more in-depth understanding o f your audit client and its 
environment, including its internal control. This knowl­
edge will be used to identify the risk of material misstate­
ment in the financial statements (whether caused by error 
or fraud) and what the client is doing to mitigate them.
• A more rigorous assessment of the risk of material misstate­
ment of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the na­
ture, timing, and extent o f audit procedures performed in 
response to those risks.
In most cases, implementation of the new SASs will result in an 
overall increased work effort by the audit team. It also is antici­
pated that, to implement the SASs appropriately, many firms will 
have to make significant revisions to their audit methodologies 
and train their personnel accordingly. To ease the implementa­
tion process, it is recommended that firms adopt at least some of 
the provisions o f the standards in advance of the required imple­
mentation date.
The AICPA Audit Risk Alert Understanding the New Auditing 
Standards Related to Risk Assessment (product no. 022526kk) may 
be helpful in determining the necessary revisions to your audit 
methodologies. Also, at the end of 2006 the AICPA will issue a 
companion Audit Guide entitled Assessing and Responding to 
Audit Risk in a Financial Statement Audit. This Guide will help 
auditors interpret and implement the risk assessment standards. 
Moreover, the Guide will contain case studies and illustrations.
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The Audit Guide and Audit Risk Alert can be obtained by calling 
AICPA Service Center Operations at (888) 777-7077 or by going 
online at www.cpa2biz.com.
The Competitive Environment
Currently, the high-technology industry is extremely competitive, 
as discussed in the “Current Economic and Industry Develop­
ments” section above. Industry participants use a variety of pric­
ing mechanisms and other product offerings to gain market share 
and increase their customer base. A number of segments o f the in­
dustry— most notably, the PC segment— sell what is considered a 
commodity. If a product is considered a commodity, the primary 
means of differentiation is price, and it is not unusual for partici­
pants in the industry to engage in aggressive pricing practices or 
offer generous sales concessions to gain or retain market share.
Rapid innovation and substantial technological change also char­
acterize the industry. New industry players and products continu­
ously emerge, and companies are under constant pressure to 
enhance the capabilities and quality of their products and services. 
Clients whose products become technologically inferior become 
vulnerable to customer demands for price or other concessions.
The pressure to meet quarterly or annual earnings targets creates 
a strong incentive for entities to complete transactions by the end 
of the reporting period. Customers can take advantage o f this de­
sire to meet revenue expectations by forcing companies to lower 
prices or provide more liberal sales terms in contracts negotiated 
near the end of a reporting period. For this reason, it is not un­
common for high-technology companies to report a proportion­
ately higher number o f sales near the end o f a reporting period. 
This situation generally leads to a greater risk of material mis­
statement to the financial statements.
Outsourcing
High-tech companies are increasingly outsourcing various busi­
ness functions, primarily to remain competitive and improve 
profit margins. Outsourced functions can include finance, ac-
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counting, data entry, transaction processing, manufacturing, 
human resources, and call center operations. Gartner estimates 
that by 2015, 30 percent o f traditional IT  services jobs will be 
bandied by people based in emerging markets, such as India, 
China, Russia, and Brazil.
Such outsourcing may result in less control o f business functions, 
which in turn could result in weakened internal control and secu­
rity over systems. In addition, the privacy o f customer financial 
and other personal data could be compromised. Also, internal 
controls are at risk of being weakened by inadequate training at 
the entity handling the outsourced work.
Auditors should consider and comply with the auditing require­
ments o f AU section 324, Service Organizations (AICPA, Profes­
sional Standards, vol. 1; and for audits conducted in accordance 
with PCAOB Standards: AICPA, PCAOB Standards and Related 
Rules), as amended. In response to the increased legal risks asso­
ciated with outsourcing significant business activities, auditors 
should consider complying with the auditing requirements o f AU 
section 337, Inquiry o f a Client’s Lawyer Concerning Litigation, 
Claims, and Assessments (AICPA, Professional Standards, vol. 1), 
and AU section 317, Illegal Acts by Clients (AICPA, Professional 
Standards, vol. 1).
Auditors o f public companies and other issuers should comply 
with Appendix B o f PCAOB Auditing Standard No. 2, An Audit 
o f Internal Control Over Financial Reporting Performed in Con­
junction With an Audit o f Financial Statements (AICPA, PCAOB 
Standards and Related Rules), and the related PCAOB Staff Ques­
tions and Answers available at www.pcaobus.org.
Impairment or Disposal of Assets
If a high-tech company decides to move a manufacturing plant to 
an overseas location, certain long-lived assets within the old man­
ufacturing plant may be deemed to be impaired. FASB Statement 
No. 144, Accounting for the Impairment or Disposal o f Long-Lived 
Assets, provides the primary guidance on accounting for the im­
pairment o f long-lived assets. In general, the accounting for the 
impairment of long-lived assets depends on whether the asset is
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to be held and used or held for disposal. Long-lived assets to be 
held and used should be reported at cost, less accumulated depre­
ciation, and should be evaluated for impairment if circumstances 
indicate that impairment may have occurred. Long-lived assets to 
be disposed of by sale (assets for which management has commit­
ted to a plan o f disposal) generally should be reported at the 
lower of the carrying amount or fair value, less costs to sell.
The movement of a plant to an overseas location likely would be 
deemed an unusual or infrequent event. Unusual or infrequent 
(but not both) transactions are to be presented in the income 
statement as separate elements o f income from continuing opera­
tions, as required by Accounting Principles Board (APB) Opin­
ion No. 30, Reporting the Results o f Operations-Reporting the Effects 
o f Disposal o f a Segment o f a Business, and Extraordinary, Unusual 
and Infrequently Occurring Events and Transactions. The presenta­
tion should not imply that the amounts are extraordinary items 
because they would not meet the criteria of being both infrequent 
and unusual. Clients may present plant closings on the face of the 
income statement as a component of continuing operations, such 
as “provision for plant closing.” Disclosures stating the effect and 
nature o f the transaction or event can be made in the financial 
statement footnotes using captions, such as unusual items or 
nonrecurring items, as well as on the face o f the income state­
ment, as stated above.
Assets that are to be abandoned, exchanged for a similar produc­
tive asset, or distributed to owners in a spin-off are to be consid­
ered as held and used until they are disposed. If the asset is to be 
abandoned, the depreciable life is revised in accordance with 
FASB Statement No. 154, Accounting Changes and Error Correc­
tions. If the asset is to be exchanged for a similar productive asset 
or distributed to owners in a spin-off, an impairment loss is to be 
recognized at the date of exchange or distribution, if the carrying 
amount of the asset exceeds its fair value at that date.
Accounting for Exit Activities and Personnel Reductions
An increase in the outsourcing o f jobs may result in significant re­
ductions in domestic personnel. In such cases, auditors should
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ensure that they have properly accounted for employee-related 
termination charges, such as severance packages, voluntary sepa­
ration charges, fees for outplacement services offered to termi­
nated employees, and bonuses and educational allowances offered 
to assist employees in finding new jobs.
Accounting literature that may need to be considered when em­
ployee layoffs occur includes;
• FASB Statement No. 146, Accounting for Costs Associated 
with Exit or Disposal Activities. This Statement addresses fi­
nancial accounting and reporting for costs associated with 
exit or disposal activities; the Statement requires that a lia­
bility for a cost associated with an exit or disposal activity 
be recognized when the liability is incurred, and establishes 
that fair value is the objective for initial measurement o f 
the liability.
• FASB Statement No. 88, Employers Accounting for Settle­
ments and Curtailments o f Defined Benefit Pension Plans and 
for Termination Benefits. This Statement establishes standards 
for accounting for curtailments and termination benefits, 
among other issues. Practitioners should refer to paragraphs 
6 through 14 for guidance on curtailments, and paragraphs 
15 through 17 for guidance on termination benefits.
•  FASB Statement No. 106, Employers’ Accounting for 
Postretirement Benefits Other Than Pensions. This State­
ment requires recording as a loss the effect of curtailments, 
such as the termination o f employees’ services earlier than 
expected. Refer to paragraphs 96 through 99 for guidance 
on how to account for plan curtailments. The Statement 
also provides guidance on how to measure the effects o f 
termination benefits in paragraphs 101 and 102.
• FASB Statement No. 112, Employers’ Accounting for 
Postemployment Benefits— an amendment o f FASB State­
ments No. 5  and No. 43. This Statement requires that enti­
ties providing postemployment benefits to their former or 
inactive employees accrue the cost o f such benefits. Accrual 
would occur in accordance with FASB Statement No. 5
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when four conditions are met. Inactive employees include 
those who have been laid off, regardless o f whether they are 
expected to return to work. Postemployment benefits that 
can be attributed to layoffs can include salary continua­
tion, supplemental unemployment benefits, severance 
benefits, job training and counseling, and continuation of 
benefits, such as health care and life insurance. FASB 
Statement No. 112 does not require that the amount of 
postemployment benefits be disclosed; however, financial 
statement disclosure should be made if an obligation for 
postemployment benefits is not accrued because the 
amount cannot be reasonably estimated.
FASB Statement No. 132, Employers Disclosures about Pen­
sions and Other Postretirement Benefits. This Statement 
standardizes the disclosure requirements for pensions and 
other postretirement benefits. Among other disclosures, 
the Statement requires the disclosure of the amount of any 
gain or loss recognized as a result o f a settlement or curtail­
ment. Additionally, the cost o f providing special or con­
tractual termination benefits recognized during the period 
and a description of the nature o f the event are required to 
be disclosed.
Expanding Into Nontraditional Areas
H igh-tech companies that add or expand products, services, and 
businesses may generate audit risks and risks to themselves. You 
should consider the following factors if your client is adding or 
expanding products, services, or businesses;
• Management may lack expertise in the new areas. For ex­
ample, cable companies may not possess the knowledge 
and skills needed to manage the business and risk of pro­
viding Internet-based phone services. This lack of expertise 
may contribute to financial statement misstatements and 
internal control weaknesses. You may want to assess man­
agement's level of expertise in the new areas of business and 
consider that assessment in the determination o f your 
audit procedures.
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• Management may not properly implement industry-spe­
cific accounting principles related to the new areas. You 
should determine that proper accounting principles are 
being applied concerning the new areas of business.
•  The accounting, operations, and other systems related to the 
new areas may lack adequate testing and proper integration 
with core systems. Thus, these new systems may have inade­
quate internal control, which may result in unreliable ac­
counting data. You should consider this when planning and 
performing the audit. Guidance for internal control is pro­
vided in AU section 319, Consideration o f Internal Control in 
a Financial Statement Audit (AICPA, Professional Standards, 
vol. 1; and for audits conducted in accordance with PCAOB 
Standards: AICPA, PCAOB Standards and Related Rules).
• The company may fail to comply with regulations atten­
dant to the new area o f business (such as FC C  regula­
tions). The company’s failure to comply with such 
regulations may result from unfamiliarity with the regula­
tions and a lack o f expertise in the new area. You may 
want to inquire about the regulations that exist in new 
business areas (to the extent necessary to perform a proper 
audit). AU section 317, Illegal Acts by Clients (AICPA, Profes­
sional Standards, vol. 1), describes an auditor’s responsibili­
ties regarding violations of laws or governmental regulations.
You may want to assess management’s depth and a company’s 
strategic plans when a client enters complicated, new areas o f 
business. If you require the help of a specialist, you should con­
sider the guidance in AU section 336, Using the Work o f a Special­
ist (A ICPA, Professional Standards, vol. 1).
Increased Merger and Acquisition Activity
With M & As of high-tech companies on the rise, auditors may 
need to refamiliarize themselves with the accounting standards 
relevant to this area. Additionally, if your audit engagements in­
volve an M &A transaction, you should be prepared to conduct 
the necessary audit procedures.
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Applicable Accounting Guidance
FASB Statement No. 141, Business Combinations, addresses fi­
nancial accounting and reporting for business combinations, in­
cluding the application o f the purchase method, and the 
accounting for goodwill and other intangible assets acquired.
Possible Internal Control Weaknesses
Subsequent to a merger, management typically reduces personnel 
and eliminates positions and functions in hopes of saving money 
and gaining efficiencies. Management may shift personnel to dif­
ferent positions and alter standard operating procedures. By mak­
ing these changes, however, management may risk creating 
deficiencies in internal control and in business operations.
You should take these issues into account in your consideration of 
internal control and your assessment of control risk. These possi­
ble gaps and deficiencies in internal control may affect the nature, 
timing, and extent o f audit testing and may represent reportable 
conditions or weaknesses in internal control that should be com­
municated to management and the audit committee. Auditors 
should refer to the guidance set forth under AU section 319.
Increased Fraud Risks
Employees may have an increased opportunity to commit fraud when 
entities merge. With major changes in the company’s operations, 
there may be breakdowns in internal control, including the poor seg­
regation of duties and a lack of supervisory reviews, which employees 
can take advantage of by committing fraud. Furthermore, the bitter­
ness that can follow a merger may trigger some employees to rational­
ize that the commission of fraud is justified. You should refer to the 
guidance set forth in AU section 316, Consideration o f Fraud in a Fi­
nancial Statement Audit (AICPA, Professional Standards, vol. 1; and 
for audits conducted in accordance with PCAOB Standards: AICPA, 
PCAOB Standards and Related Rules), when assessing the risk of fraud.
Spring Loading and Premerger Outlays
An entity acquiring another entity may try to worsen the reported 
financial performance of the purchased company during the pe-
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riod immediately preceding the acquisition date, the stub period. 
By worsening the financial performance of the acquired company 
before the acquisition, management will find it much easier to re­
port “improved” performance after the acquisition, thus demon­
strating the positive effects o f the business combination and 
providing an increase in reported earnings. This practice is often 
referred to as spring-loading. Generally, the practice involves accel­
erating the purchased company’s payment of payables and other 
obligations, and writing down investments and other assets on the 
purchased company’s books. Some of these practices, such as pay­
ing down payables, may not necessarily violate the letter o f any 
generally accepted accounting principles (GAAP) standard. How­
ever, other financial engineering techniques do violate GAAP be­
cause they may involve the deliberate inflation of reserves and 
allowances recorded on the acquired company’s books. These in­
flated reserves are then reversed in the period following the acqui­
sition providing a generous burst of earnings growth. Accounts 
that can be manipulated in this manner include;
• Reserves for merger costs
• Inventory obsolescence allowance
• Pension allowances
• Restructuring reserves
• Reserves for worker’s compensation and medical insurance
You should be on the lookout for these kinds of accounting prac­
tices and determine that the appropriate accounting treatment in 
accordance with GAAP is being followed.
AU section 315, Communications Between Predecessor and Successor 
Auditors (AICPA, Professional Standards., vol. 1; and for audits 
conducted in accordance with PCAOB Standards: AICPA, 
PCAOB Standards and Related Rules), says the successor auditor 
must obtain sufficient competent evidential matter to afford him 
or her a reasonable basis for expressing an opinion of the financial 
statements under audit, including the opening balances. The pre­
decessors’ working papers alone are not sufficient evidential mat­
ter. The successor must use his or her judgment and evaluate the
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results of those working papers as they pertain to the opening bal­
ances. The successor also should consider other audit evidence 
available, such as the predecessor audit report, the results of in­
quiries with the predecessor auditor and audit procedures per­
formed in the current year’s engagement that may provide 
evidence about opening balances or consistency. Also, the succes­
sor may apply procedures to the account balances at the beginning 
of the period, such as vouching for fixed assets from prior years.
Compliance With the Sarbanes-Oxley Act
Management of public companies may fail to consider the effect 
of the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley) and related 
SEC regulations on the merger. For example, a company may en­
counter a serious challenge if it acquires a privately held company 
that has not had to comply with Sarbanes-Oxley. Necessary inter­
nal controls may not be in place at the acquired entity. Auditors 
of public companies need to pay special attention to the proper 
compliance with Sarbanes-Oxley at the acquired entity and 
should consider the guidance contained in PCAOB Auditing 
Standard No. 2.
Revenue Recognition
Revenue recognition continues to pose significant audit risk to au­
ditors. The high-technology industry is one of the more challeng­
ing industries when it comes to the topic of revenue recognition.
The SEC sought to fill the gap in the accounting literature with 
Staff Accounting Bulletin (SAB) No. 101, Revenue Recognition in 
Financial Statements, which was issued in December 1999, and 
the companion document, Revenue Recognition in Financial 
Statements— Frequently Asked Questions and Answers, which was 
issued in October 2000. SAB No. 101 was superseded by SAB 
No. 104, Revenue Recognition, in December 2003. SAB No. 104 
states that if a transaction falls within the scope o f specific au­
thoritative literature on revenue recognition, that guidance 
should be followed; in the absence of such guidance, the revenue 
recognition criteria in FASB Statement of Financial Accounting 
Concepts No. 5, Recognition and Measurement in Financial State-
29
merits o f Business Enterprises. The criteria, namely, that revenue 
should not be recognized until it is (a) realized or realizable and 
(b) earned, should be followed. However, SAB No. 104 is more 
specific, stating additional requirements for meeting those crite­
ria, and reflects the SEC staff’s view that the four basic criteria for 
revenue recognition in AICPA SOP 97-2, Software Revenue 
Recognition, should be a foundation for all basic revenue recogni­
tion principles. Those criteria are;
• Persuasive evidence of an arrangement exists.
• Delivery has occurred.
• The vendor’s fee is fixed or determinable.
• Collectibility is probable.
The SEC continues to see instances of questionable and inappro­
priate revenue recognition practices. Significant issues encoun­
tered recently include:
• Complex arrangements that provide for separate, multiple 
deliverables (for example, multiple products and/or ser­
vices), at different points in time, during the contract term.
• Nonmonetary (for example, barter) transactions in which 
fair values are not readily determinable with a sufficient de­
gree o f reliability.
The SEC has requested that the Emerging Issues Task Force 
(EITF) address certain of these issues to clarify the application of 
GAAP in these transactions. However, the SEC staff generally be­
lieves that the existing accounting literature provides analogous 
guidance for a number of these issues, including SOP 97-2; APB 
Opinion No. 29, Accounting for Nonmonetary Transactions; SOP 
81-1, Accounting for Performance o f Construction-Type and Certain 
Production-Type Contracts; FASB Concept Statement No. 5; and 
FASB Concept Statement No. 6, Elements o f Financial Statements.
In an industry as varied as high technology, invariably there will 
be significant differences among companies regarding the types 
of products and services sold, and how they are sold. Characteris­
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tics o f high-technology revenue transactions that may affect rev­
enue recognition include the following:
•  Bundled sales. The bundling of installation or other services with 
product sales can complicate the revenue recognition process.
•  Indirect versus direct selling. Many high-technology compa­
nies use a combination o f direct sales with a network of 
VARs and distributors to sell their products to end users. 
Sales made through distributors, as well as significant sin­
gle sales, often can have unique, nonstandard terms. It is 
common for high-technology companies to provide incen­
tives or sales concessions to their VARs and distributors 
that go beyond the rights o f return granted to end users. 
Many o f the incentives and concessions raise revenue 
recognition issues.
• Bill-and-hold sales. It is not uncommon for high-technology 
companies to enter into bill-and-hold transactions. In a bill- 
and-hold transaction, a customer agrees to purchase the 
goods but the seller retains physical possession until the cus­
tomer requests shipment. Normally, such an arrangement 
does not qualify as a sale because delivery has not occurred.
•  International sales. High-technology companies may make 
sales in non-U.S. legal jurisdictions. The laws in these ju­
risdictions relating to product sales can vary significantly 
from U.S. laws. For example, some countries may prohibit 
the billing for goods until delivery occurs or may have rules 
regarding transfer o f title that may be significantly differ­
ent from U.S. rules.
• Licensing Arrangements. During the tech downturn, soft­
ware vendors were willing to relax the terms of the licens­
ing agreements, in order to hold on to their customers. 
However, as corporate spending on software has increased, 
licensing fees have also increased, and now are, on average, 
20 percent o f the purchase price o f an application. Soft­
ware vendors are now paying closer attention to the terms 
o f their licensing agreements with customers, and are now 
more willing to confront late-paying customers. Gartner
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believes that the cost o f software licenses could increase by 
50 percent by 2006. You may need to pay close attention 
to the terms of licensing agreements, and the revenue rec­
ognized as a result of licensing fees.
AICPA's Audit Guide on Revenue Recognition
The AICPA Audit Guide Auditing Revenue in Certain Industries 
(the Guide) assists auditors in auditing assertions about revenue 
in selected industries not covered by other AICPA Audit and Ac­
counting Guides. You can look to this Guide for descriptions and 
explanations o f auditing standards, procedures, and practices as 
they relate to auditing assertions about revenue in both the com­
puter software and high-technology manufacturing industries.
This Guide:
•  Discusses the responsibilities of management, boards of di­
rectors, and audit committees for reliable financial reporting.
•  Summarizes key accounting guidance regarding whether 
and when revenue should be recognized in accordance 
with GAAP.
• Identifies circumstances and transactions that may signal 
improper revenue recognition.
• Summarizes key aspects o f the auditor’s responsibility to 
plan and perform an audit under GAAS.
• Describes procedures that the auditor may find effective in 
limiting audit risk arising from improper revenue recognition.
You can order the AICPA Audit Guide Auditing Revenue in Certain 
Industries (product no. 0125l6kk) from the AICPA at (888) 777-7077 
or go online at www.cpa2biz.com.
Inventory Valuation
The primary literature on inventory accounting is Accounting 
Research Bulletin (ARB) No. 43, Restatement and Revision o f Ac­
counting Research Bulletins, as amended, Chapters 3A and 4, 
which provide the following summary:
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Inventory shall be stated at the lower of cost or market, except 
in certain exceptional cases when it may be stated above cost.
Cost is defined as the sum of the applicable expenditures and 
charges directly or indirectly incurred in bringing inventories 
to their existing condition and location. Cost for inventory 
purposes may be determined under any one of several assump­
tions as to the flow of cost factors (such as first-in, first-out; av­
erage; and last-in, last-out).
Whether inventory is properly stated at lower of cost or market can 
be a very significant issue for high-technology audit clients because 
of the rapid changes that can occur in many areas of the industry, 
and the need for entities to keep up with the newest technology. 
Examples of factors that may affect inventory pricing include:
• A competitor's introduction of a technologically advanced 
version o f the product that may decrease the salability of a 
client's products.
•  Changes in the products promoted by the industry as a 
whole, such as a shift from analog to digital technology, 
which may affect salability.
•  Changes in foreign economies that could result in situa­
tions such as a slowdown of sales to that region or lower 
priced imports from that region.
• Changes in technology to produce high-technology prod­
ucts that can give competitors a selling-price advantage.
•  Changes in regulations that could affect the competitive 
environment.
• The entity’s own product changes that may not be well re­
searched as a result o f the pressure to introduce new prod­
ucts quickly, resulting in poor sales or high returns.
The highly competitive environment and the rapid advancement 
o f technological factors contribute to the common problem of 
rapid inventory obsolescence in the high-technology industry. As 
such, you should consider whether the carrying amount of inven­
tories is appropriate.
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You can look at many factors in determining the proper valuation 
of inventories. A few examples o f factors that may be useful in­
clude the following:
• Product sales trends and expected future demand
• Sales forecasts prepared by management as compared with 
industry statistics
• Anticipated technological advancements that could render 
existing inventories obsolete or that could significantly re­
duce their value
• Inventory valuation ratios, such as gross profit ratios, in­
ventory turnover, obsolescence reserves as a percentage of 
inventory, and days’ sales in inventory
• New product lines planned by management and their ef­
fects on current inventory
• New product announcements by competitors
• Economic conditions in markets in which the product is sold
• Economic conditions in areas in which competitive prod­
ucts are produced
• Changes in the regulatory environment
• Unusual or unexpected movements, or lack thereof, of cer­
tain raw materials for use in work-in-process inventory
• Levels of product returns
• Pricing trends for the type of products sold by the client
• Changes in standards used by the industry
These are not the only issues of importance to consider. You may 
need to address many other issues, including the client’s taking o f 
physical inventories in high-technology entities. Consider guid­
ance set forth in AU section 331.09—.13, Inventories (AICPA, 
Professional Standards, vol. 1). Among the issues for your consid­
eration are the following:
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• When addressing a number of difficult types o f inventory, 
such as chemicals used in the process, you may need to 
take samples for outside analysis. The work of a specialist 
may also be needed, in which case you should follow the 
guidance set forth in AU section 336.
• The extent to which raw materials have been converted to 
work-in-process will need to be determined to assess the 
value o f the work-in-process.
• Indications of old or neglected materials or finished goods 
need to be considered in the valuation of the inventory.
•  The client's inventory held by others, as well as field service 
inventories for use in servicing the client’s products, will 
need to be considered.
In addition, the SEC staff believes that inventory reserves create a 
new cost basis and thus cannot be subsequently reversed into in­
come as a change in estimate if, for example, demand were fore­
casted to pick up and thereby a previously established excess and 
obsolete inventory reserve were deemed no longer necessary.
There are also risks posed by the use of contract manufacturers. 
In many of those circumstances, the hardware vendor will pro­
vide the contract manufacturer with a guarantee against its loss 
due to excess raw material inventory (and, possibly, against the 
value added in the manufacturing or assembly process) that 
would occur if the vendor were to reduce purchases beyond a cer­
tain point. Such a guarantee may represent a contingent loss that 
needs to be recognized or disclosed under FASB Statement No. 5. 
The disclosure requirements o f FASB Statement No. 47, Disclo­
sure o f Long- Term Obligations, also need to be considered.
Foreign Currency Hedges
The multinational nature o f the computer hardware industry 
means that companies within this industry can be greatly affected 
by changes in the dollar’s value versus other currencies. Revenues 
can be affected if the company generates a significant portion of 
its sales from outside the United States, and expenses can also be
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affected if the company has a significant operating presence in in­
ternational markets. The increasing level of global exposure can 
often cause wide variations in these companies’ operating results. 
To limit the financial risk associated with these currency fluctua­
tions, companies are therefore increasing their usage o f hedging 
techniques, according to Standard &  Poor’s. However, it is still 
important to understand both the net impact of currency swings 
on reported financial statements and the actual level o f business 
activity on a constant currency basis.
Accounting issues and Developments
Revenue Recognition
Income Statement Classification
The appropriate classification o f amounts within the income 
statement or balance sheet can be as important as the appropriate 
measurement or recognition of such amounts. In the current en­
vironment, an auditor may need to be particularly concerned 
about income statement misclassifications designed to increase 
reported revenue (for example, reporting agency transactions on a 
gross basis and showing sales discounts as a marketing expense 
rather than a revenue reduction). Several EITF consensus provi­
sions provide guidance on the proper classification of certain rev­
enue and expense items. For example, consider the following:
•  FITF Issue No. 99-17, “Accounting for Advertising Barter 
Transactions”
• EITF Issue No. 99-19, “Reporting Revenue Gross as a 
Principal versus Net as an Agent”
• EITF Issue No. 00-10, “Accounting for Shipping and 
Handling Fees and Costs”
•  EITF Issue No. 00-14, “Accounting for Certain Sales Incentives”
• EITF Issue No. 00-25, “Vendor Income Statement Char­
acterization o f Consideration Paid to a Reseller o f the Ven­
dor’s Products”
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• EITF Issue No. 01-9, “Accounting for Consideration 
Given by a Vendor to a Customer (Including a Reseller of 
the Vendors Products)”
• EITF Issue No. 02-16, “Accounting by a Customer (In­
cluding a Reseller) for Certain Consideration Received 
from a Vendor”
• EITF Issue No. 03-10, “Application of EITF Issue No. 02- 
lb  by Resellers to Sales Incentives Offered to Consumers 
by Manufacturers”
SE C  registrants should apply the guidance provided in SE C  
Regulation S-X regarding classification o f amounts in finan­
cial statements.
Round Tripping
Round tripping is another technique used to artificially inflate 
revenues and has appeared in several restatement scenarios. It in­
volves transactions in which the company sells products and ser­
vices to the same entity from which it buys products and services. 
Often, the transactions occur in close temporal proximity and 
completing one transaction is dependent on completing the 
other. The fair value o f both transactions may be overstated such 
that the company can report higher revenue at the “cost” o f in­
creased expenses. In addition, the products and services pur­
chased back may not be used in the same period the revenue is 
recognized, resulting in more than a basic incorrect grossing-up 
of the income statement.
Nonmonetary or Barter Transactions
Abuses in the area of nonmonetary or barter transactions have 
also been a focus of several recent restatements. It is very common 
for telecommunications companies to “swap” network capacity; 
some of these companies in the past may have inappropriately in­
flated their operating results by recognizing revenue for the net­
work capacity sold, and recording a long-term fixed asset for the 
capacity purchased. In order for a network capacity swap transac­
tion to be appropriately accounted for as revenue and a capital ex­
penditure at fair value:
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• The network capacity received in the exchange cannot be 
sold in the same line of business as the network capacity 
given up in the exchange.
• The network capacity received must be a productive asset 
that is dissimilar to the network capacity given up.
• There must be determinable fair values of the assets exchanged.
Capacity swap arrangements typically include complex terms that re­
quire professional judgment to determine proper accounting treatment.
Other principle issues for barter transactions are whether there is a 
legitimate business purpose for the transaction and whether there 
is sufficient objective evidence of fair values. Also of concern are 
“disguised” barter transactions that escape analysis because of the 
presence of “boot” or as a result of a time lapse between transac­
tions that are, in fact, negotiated together. Abuses are seen most 
often in situations in which there is little hard inventoriable cost 
associated with the deliverables.
In December 2004, the FASB issued FASB Statement No. 153, 
Exchanges o f Nonmonetary Assets—an amendment o f APB Opinion 
No. 29, which affected the accounting for nonmonetary ex­
changes. APB Opinion No. 29 provided an exception to the basic 
measurement principle (fair value) for exchanges o f similar pro­
ductive assets; such exception required that some nonmonetary 
exchanges, although commercially substantive, be recorded on a 
carryover basis. FASB Statement No. 153 eliminates the excep­
tion to fair value for exchanges o f similar productive assets and 
instead creates a general exception for exchange transactions that 
do not have commercial substance— that is, transactions that are 
not expected to significantly change the cash flows of the report­
ing entity. By focusing the exception on exchanges that lack com­
mercial substance, the FASB believes this financial reporting 
more faithfully represents the economics of the transactions.
Telecommunications Industry Purchase and Sale Agreements
The expansion of fiber optics communications has increased the 
frequency of transactions involving the “sale” of network capacity. 
The granting of the right to use such capacity for a defined period
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of time is often referred to as an indefeasible right o f use (IRU). Ac­
counting by the purchaser of the network capacity is fairly straight­
forward: The amount paid for the capacity would be recorded as 
an asset, and that asset would be amortized over the term of the 
agreement. For the provider of the capacity, however, the question 
of when to recognize revenue can become rather complex.
The first step in determining when to recognize revenue is to 
evaluate whether the contract is a lease or an arrangement to pro­
vide a service. To the extent that a network capacity contract 
grants to the purchaser the right to use specific assets for a period 
of time, providers of the capacity have concluded that such a con­
tract meets the definition o f a lease. If  the purchaser is not 
granted the right to use specific identifiable assets, the contract is 
considered to be an arrangement for the provision o f services. 
Under GAAP, revenue generated from long-term service con­
tracts is typically recognized over time as performance occurs.
For capacity contracts that meet the definition of a lease, the ap­
propriate lease classification must then be determined (for exam­
ple, a sales-type lease or an operating lease). For a network 
capacity transaction to be appropriately classified and accounted 
for as a sales-type lease, certain criteria must be met; otherwise, 
the transaction must be classified as an operating lease. Such cri­
teria differ depending on whether the leased asset is considered 
equipment or real estate. A lease of real estate must transfer title 
to the lessee in order to be classified as a sales-type lease by the 
lessor; however, equipment leases need not transfer title in order 
to be classified and accounted for as sales-type leases. In addition, 
FASB Interpretation No. 43, Real Estate Sales, which provides in­
terpretive guidance on the definition o f real estate for accounting 
evaluations, states that assets subject to telecommunications ca­
pacity agreements are to be treated as real estate for accounting 
purposes. Prior to this Interpretation, the assets subject to 
telecommunications capacity agreements were generally viewed 
as equipment, and such agreements were therefore classified as 
sales-type leases.
In addition, as the industry has evolved, many capacity arrange­
ments have become more flexible and no longer grant the pur­
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chaser the right to use identifiable assets for a specific period of 
time. Such contracts are not considered to be leases, but are in­
stead considered contracts for the provisions of services. There­
fore, sales-type lease accounting may not apply for more recent 
capacity contracts.
Quantifying Financial Statement Misstatements
On September 13, 2006, the SEC released SAB No. 108, Topic 
1N, Considering the Effects o f Prior Year Misstatements when Quan­
tifying Misstatements in Current Year Financial Statements. The is­
suance provides interpretive guidance on how the effects o f the 
carryover or reversal o f prior year misstatements should be con­
sidered in quantifying a current year misstatement.
There have been two common approaches to quantify such er­
rors. Under one approach, the error is quantified as the amount 
by which the current year income statement is misstated (rollover 
approach). The other common approach quantifies the error as 
the cumulative amount by which the current year balance sheet is 
misstated (iron curtain approach). Exclusive reliance on an in­
come statement approach can result in a registrant accumulating 
errors on the balance sheet that may not have been material to 
any individual income statement, but which nonetheless may 
misstate one or more balance sheet accounts. Similarly, exclusive 
reliance on a balance sheet approach can result in a registrant dis­
regarding the effect o f errors in the current year income statement 
that result from the correction of an error existing in previously 
issued financial statements.
The SEC staff believes that registrants must quantify the impact 
of correcting all misstatements, including both the carryover and 
the reversing effects o f prior year misstatements, on the current 
year financial statements. The staff believes that this can be ac­
complished by quantifying errors under both a balance sheet and 
income statement approach, and by evaluating errors measured 
under each approach. Thus, a registrant’s financial statements 
would require an adjustment when either approach results in 
quantifying a material misstatement after considering all relevant 
quantitative and qualitative factors.
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If, in correcting an error in the current year, an error is material to 
the current year's income statement, the prior year financial state­
ments should be corrected, even though such a revision previ­
ously was and continues to be immaterial to the prior year 
financial statements. Correcting prior year financial statements 
for immaterial errors would not require previously filed reports to 
be amended. Such correction may be made the next time the reg­
istrant files the prior year financial statements. However, regis­
trants electing not to restate prior periods should follow the 
disclosure requirements specified in the SAB. In general, SAB 
No. 108 is effective for financial statements for fiscal years ending 
after November 15, 2006, with earlier application encouraged in 
any report for an interim period o f the first fiscal year ending 
after November 15, 2006, and filed after the SAB’s publication 
date of September 13, 2006. For additional accounting and tran­
sition information, see the issuance at www.sec.gov/interps/ 
account/sab108.pdf.
Employee Stock Options
Knowledgeable workers are the prime assets of high-technology 
businesses and are the key to wealth creation. Accounting for their 
compensation sometimes raises difficult accounting issues if high- 
technology companies include stock options in employee compen­
sation packages. High-technology companies grant stock options 
to essential employees to attract, motivate, and retain them, in ad­
dition to granting stock options, awards o f stock, or warrants to 
consultants, contractors, vendors, lawyers, finders, lessors, and 
others. Issuing equity instruments makes a lot of sense, partly be­
cause of the favorable accounting treatment and partly because the 
use of equity conserves cash and generates capital.
In reaction to increased scrutiny from the press, Congress, regula­
tors, and others, the FASB issued a revised standard, FASB State­
ment No. 123(R), Share-Based Payment, in December 2004. The 
Statement addresses the accounting for employee stock options. It 
also addresses the accounting for transactions in which a company 
incurs liabilities that are based on the fair value of the company’s 
equity instruments or that may be settled by issuing equity instru-
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ments in exchange for employee services. The Statement only af­
fects employee stock options (and related liabilities); it does not af­
fect the accounting for similar transactions involving parties other 
than employees. It also does not affect the accounting for employee 
stock ownership plans (ESOPs), which are subject to SOP 93-6, 
Employers’ Accounting for Employee Stock Ownership Plans. Gener­
ally, the approach in the Statement is similar to the approach de­
scribed in FASB Statement No. 123, Accounting for Stock-Based 
Compensation. However, the Statement requires all share-based pay­
ments to employees, including grants of employee stock options, to 
be recognized in the income statement based on their fair values.
The main purpose o f this Statement is to recognize the cost o f 
employee services received in exchange for equity instruments 
and related liabilities in an entity’s financial statements. Key pro­
visions of the Statement are as follows:
• For public entities, the cost o f employee services received 
in exchange for equity instruments is measured using the 
fair value of those instruments on the grant date. The com­
pensation cost is then recognized over the requisite service 
period (usually the vesting period). Generally, no cost is 
recognized if the equity instruments do not vest,
• For public entities, the cost of employee services received in 
exchange for liabilities is measured at the fair value of the li­
abilities initially, then remeasured at each reporting date 
through the settlement date. The pro rata change in the fair 
value of the liability during the requisite service period is 
recognized over that period. After the requisite service pe­
riod is complete, the change in fair value is recognized in 
the financial statements in the period of the change.
• On the grant date, the estimated fair value o f employee 
stock options and similar instruments is determined using 
options pricing models (unless observable market prices 
are available).
• If an equity award is modified after the grant date, incre­
mental compensation cost is recognized. This amount is
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the difference between the fair value of the modified award 
and the fair value o f the original award immediately before 
the modification.
• I f  the terms o f employee share purchase plans are no 
more favorable than those available to all holders o f the 
same class o f shares, and substantially all employees can 
participate on an equitable basis, those plans are not con­
sidered compensatory.
• Excess tax benefits, as defined by the Statement, are treated 
as additional paid-in capital. Cash retained as a result of 
those benefits is reported in the statement of cash flows as 
cash from financial activities. The write-off of deferred tax 
assets as a result of unrealized tax benefits associated with 
recognized compensation is reported as income tax expense.
• The Statement allows nonpublic companies to elect to use 
the intrinsic method to measure the cost of employee stock 
options and similar instruments, as well as liability instru­
ments. Public companies may also use the intrinsic method if 
it is not reasonably possible to estimate grant-date fair value.
• The notes to the financial statements of all entities should in­
clude information that users need to understand the nature 
of employee stock options and similar instruments and the 
effect those instruments have on the financial statements.
The SEC issued SAB No. 107, Share-Based Payment, in April 
2005, to help public companies implement the provisions o f FASB 
Statement No. 123(R). The SAB does not alter any conclusions in 
FASB Statement No. 123(R), but states that amounts represented 
in financial statements for stock option expenses are highly judg­
mental estimates. For example, because the grant-date fair value es­
timate required by FASB Statement No. 123(R) is not intended to 
predict the ultimate value realized by an option holder, the staff 
will not object to reasonable fair value estimates made in good 
faith, even if subsequent events indicate other estimates would 
have been more accurate. See the SEC Web site at www.sec.gov/ 
interps/account/sab107.pdf for complete information.
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Some tech companies have chosen to accelerate the vesting peri­
ods of their stock options to avoid expensing the options. Some 
have also cut back on the number o f options they grant, to limit 
the dilution caused by the granting and exercising o f large blocks 
of options. Others have started granting restricted stock in place 
of granting stock options.
You should continue to discuss the implications of this Statement 
with your high-technology clients. For information on this State­
ment and other accounting standards issued subsequent to this 
Alert, please refer to the FASB Web site at www.fasb.org. You 
may also look for announcements o f newly issued standards in 
the CPA Letter and Journal o f Accountancy.
Backdating and “Spring-Loading” of Stock Options
In 2006, one of the accounting issues that bubbled up was the is­
suance of stock option grants to executives and other employees, 
and the timing o f those issuances. As o f September 2006, the 
SEC had over 100 companies under investigation for backdated 
stock options.
When options are backdated, the grant date for an award is set to 
an earlier date with a lower strike price, than the day on which 
the option was actually approved. As the stock rises, the value of 
the options likewise rises, thereby giving executives a potential 
gain on their options when they vest.
M ost back-dating o f options occurred five to ten years ago, 
when issuing options as a form o f compensation become pop­
ular among tech companies. H owever, new rules mandated by 
the Sarbanes-Oxley Act o f 2002 largely put an end to the use 
o f back-dating, as public companies are now required to re­
port option grants within two business days. Many o f the op­
tions issued that were back-dated, though, are still 
outstanding. Additionally, certain option granting practices 
that have a financial reporting consequence may have contin­
ued even after 2002.
One area of concern is whether the options were tax deductible or 
not when granted. Nonqualified options are considered incentive
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compensation, and generally the difference between the strike price 
and the fair market value at date of exercise is ordinary income to 
the employee and an equal deductible expense by the employer at 
the date of exercise. Accordingly for tax purposes, back-dating a 
nonqualified option to garner a more favorable exercise price gener­
ally has the effect of the employee reporting more income and the 
company taking a greater deduction at the exercise date.
The rules are different and the effect o f back-dating is different if 
the option is intended to qualify as an incentive stock option 
(ISO). The employer does not receive a deduction, and the em­
ployee does not report income for either the grant or exercise of a 
qualified ISO. (Note, however, for alternative minimum tax pur­
poses, the difference between the strike price and fair market 
value at date o f exercise is a preference item in the year o f the ex­
ercise.) However, if back-dating results in a strike price o f less 
than 90 percent o f the fair market value o f the stock at the date of 
grant, the ISO is disqualified and for tax purposes is treated as a 
nonqualified option, as discussed above.
Another area o f concern is whether the income statement pre­
pared in accordance with GAAP reflects the appropriate mea­
surement o f stock option compensation expense. According to 
a letter issued from the Office o f the Chief Accountant o f the 
SEC  dated September 19, 2006 (the SEC  letter), which sum­
marizes the staff’s views regarding the accounting for stock op­
tions, the measurement date for determining the cost o f a stock 
option is the first date on which both of the following are known; 
(a) the number o f options that an individual employee is enti­
tled to receive and (b) the option or purchase price. Therefore, 
dating the underlying stock option grant documents as o f a date 
prior to the date on which the terms o f the award and its recipi­
ent are determined does not affect the appropriate measurement 
date under APB Opinion No. 25, Accounting for Stock Issued to 
Employees, which was the accounting standard in effect at the 
time backdating was done. Readers can access the SEC letter at 
http://WWW.sec. gov/info/accountants/staffletters.shtml.
The SEC letter also states that if a company operated as if the 
terms of its awards were not final prior to the completion o f all
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required granting actions (such as by changing the option terms), 
the staff believes the company’s measurement date for all o f its 
awards (including those awards that were not changed) would be 
delayed until the completion of all required granting actions.
Companies that have engaged in backdating could face penalties 
and fines from the IRS and SEC, and may owe back taxes. They 
also may have to restate their financial statements, to reflect the 
proper amount of compensation expense that resulted from the 
issuance o f the backdated options.
With the explosion of option grants in the mid-1990s, “spring­
loading” also became a common form of compensation, espe­
cially for high-tech companies. Spring-loading is the intentional 
issuance o f option awards just ahead o f positive company news 
that is likely to raise the price of the stock. Therefore, once the 
news is released, executives can see the value of their options in­
crease. Currently, legal opinions differ regarding the legality of 
spring-loading, and companies and their auditors should be 
aware of the legal issues that could arise from spring-loading.
According to the SEC letter, questions have also been raised as to 
whether companies who engage in option timing techniques 
would need to adjust the market prick o f the stock at the mea­
surement date to accurately measure compensation cost. It is the 
SEC staff’s view that compensation cost must be computed on 
the measurement date by reference to the unadjusted market 
price o f a share of stock of the same class that trades freely in an 
established market, in accordance with APB Opinion No. 25.
You should pay close attention to the timing of option grants when 
conducting your audit. Particular attention should be paid to one­
time grants that appear out of sync with earlier awards, especially if 
such grants were issued just ahead of positive company news.
You should also ensure that the proper controls are in place to 
prevent option grant abuses such as backdating. For instance, the 
board o f directors should set the date and price o f all option 
awards they approve, and this information should be reflected in 
the board minutes. Boards should also ensure that SEC form 4 is
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filed within two business days o f the option grant. To remove any 
suspicion of backdating or spring loading, companies should also 
consider instituting a policy whereby options are only granted at 
set times during the year. You should also be aware of the risks if 
option granting authority is delegated to management.
PCAOB Practice Alert No. 1, “Matters Relating to Timing and 
Accounting for Options Grants,” discusses factors that may be 
relevant to auditors in assessing the risks related to the timing of 
option grants. This Practice Alert provides detailed auditing guid­
ance related to this issue and can be obtained at www.pcaobus.org/ 
news_and_events/news/2006/07-28_release.pdf.
Research and Development Costs
As noted in last year’s Alert, ongoing innovation is the heart of 
competition in the high-technology industry and is required for 
survival. Consequently, most high-technology companies devote 
a substantial portion of their resources to R& D  activity. Accord­
ing to paragraphs 8a and 8b o f FASB Statement No. 2, Account­
ing for Research and Development Costs:
Research is planned search or critical investigation aimed at dis­
covery of new knowledge with the hope that such knowledge 
will be useful in developing a new product or service...
Development is the translation of research findings or other 
knowledge into a plan or design for a new product or process... 
whether intended for sale or use.
High-technology management may reduce net loss or increase 
earnings by capitalizing R & D  costs, which are significant for 
many companies in the high-technology industry. However, 
FASB Statement No. 2, as interpreted by FASB Interpretation No. 
4, Applicability o f FASB Statement No. 2  to Business Combinations 
Accounted for by the Purchase Method, prohibits capitalization and 
requires R&D to be expensed when incurred, except for acquired 
R&D with alternative future uses purchased from others. In addi­
tion to the requirement to expense internal R&D, FASB Statement 
No. 2 requires disclosure in the financial statements regarding the 
total amount of R&D costs charged to expense.
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Some high-technology companies acquire their assets through 
M&As. One purpose o f these business combinations is to ac­
quire in-process R& D . You may need to hire a technology spe­
cialist to determine which acquired technology objects have 
alternative future uses. For clients with technology with alterna­
tive future uses, you should verify that they are properly valued 
and capitalized.
The AICPA Practice Aid, Assets Acquired in a Business Combina­
tion to Be Used in Research and Development Activities: A Focus on 
Software, Electronic Devices, and Pharm aceutical Industries 
(product no. 006609kk), may be helpful in valuing these intangi­
ble assets. The Practice Aid can be obtained by calling AICPA 
Service Center Operations at (888) 777-7077 or by going online 
at www.cpa2biz.com.
On the Horizon
Auditors should keep abreast o f auditing and accounting devel­
opments and upcoming guidance that may affect their engage­
ments. You should check the appropriate standard-setting Web 
sites (listed below) for a complete picture of all accounting and 
auditing projects in process. Presented below is brief information 
about some ongoing projects that may be relevant to your high- 
technology engagements. Refer to the AICPA general Audit Risk 
Alert—2006/07  (product no. 022336kk) for additional sum­
maries o f some o f the more significant ongoing projects and ex­
posure drafts outstanding. Remember that exposure drafts are 
nonauthoritative and cannot be used as a basis for changing 
GAAP, GAAS, or PCAOB Standards.
The following table lists the various standard-setting bodies’ 
Web sites, where information may be obtained on outstanding 
exposure drafts and from which copies o f exposure drafts may 
be downloaded. These Web sites contain much more in-depth 
information about proposed standards and other projects in 
the pipeline.
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Standard-Setting Body Web Site
AICPA Auditing Standards 
Board (ASB) (Note that for 
audits o f public companies 
and other issuers, the Public 
Company Accounting 
Oversight Board (PCAOB) 
sets auditing standards.)
AICPA Accounting Standards 
Executive Committee (AcSEC)
Financial Accounting 
Standards Board (FASB)
Professional Ethics 
Executive Committee (PEEC)
PCAOB
www.aicpa.org/members/div/ auditstd/drafts.htm
www.aicpa.org/ members/div/ acctstd/edo/index.htm 
www.fasb.org
www.aicpa.org/members/div/ethics/index.htm 
www.pcaobus.org
Help Desk—The AICPA's standard-setting committees publish 
exposure drafts of proposed professional standards exclusively 
on the AICPA Web site. The AICPA will notify interested par­
ties by e-mail about new exposure drafts. To be added to the no­
tification list for all AICPA exposure drafts, send your e-mail 
address to service@aicpa.org. Indicate “exposure draft e-mail 
list” in the subject header field to expedite your submission. In­
clude your full name, mailing address and, if available, your 
membership and subscriber number in the message.
Auditing Pipeiine— Nonpubiic Companies
The proposed standards discussed in this section apply to audi­
tors o f nonissuers only. Readers should keep abreast o f the status 
o f the following projects and projected exposure drafts, inasmuch 
as they will substantially affect the audit process. More informa­
tion can be obtained on the AICPA's Web site at www.aicpa.org.
Proposed Statement on Quality Control Standards, A Firms 
System o f Quality Control
The ASB has issued an exposure draft for a proposed Statement 
on Quality Control Standards (SQCS) that would replace all ex­
isting SQCSs. The proposed SQCS establishes standards and pro­
vides guidance for a CPA firms responsibilities for its system of
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quality control for its accounting and auditing practice. It deals 
comprehensively with a firms quality control practices in the areas 
of audits, reviews, and compilations and other attestation engage­
ments. The proposed SQCS places an unconditional obligation 
on a firm to establish a system of quality control designed to pro­
vide it with reasonable assurance that the firm and its personnel 
comply with professional standards and applicable regulatory and 
legal requirements, and that the reports issued by the firms or en­
gagement partners are appropriate in the circumstances. A final 
standard is expected in the second quarter o f 2007.
Proposed SAS, Omnibus—2006
The ASB has issued an exposure draft o f a proposed SAS entitled 
Omnibus—2006. The Omnibus includes proposed revisions to 
various existing SASs:
• The proposed SAS Omnibus will amend the general and re­
porting standards that were not amended by SAS No. 105, 
Amendment to Statement on Auditing Standards No. 95, Gen­
erally Accepted Auditing Standards. The Omnibus will also 
amend those SASs that quote the generally accepted audit­
ing standards to conform them with the changes in SAS No. 
105 and to the changes proposed in this Statement.
• The Omnibus will include a proposed amendment to SAS 
No. 99, Consideration o f Fraud in a Financial Statement 
Audit. This proposed amendment will provide a clear link 
between the auditor’s consideration of fraud and the audi­
tor’s assessment of risk and the auditor’s procedures in re­
sponse to those assessed risks.
• SAS No. 103, Audit Documentation, amended SAS No. 1, 
Codification o f Audit Standards and Procedures (“Dating of 
the Independent Auditor’s Report”), to change the date of 
the auditor’s report from the date of completion of field­
work to require that the auditor’s report be dated no earlier 
than the date on which the auditor has obtained sufficient 
appropriate audit evidence to support the opinion on the 
financial statements. The proposed Omnibus will include
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amendments to remove references to the “completion o f 
fieldwork” throughout the codification of SASs.
• The proposed Omnibus will include a proposed amendment 
to SAS No, 85, Management Representations, as amended. 
This proposed amendment will align the date of the repre­
sentation letter with the requirement in SAS No. 103 that 
the auditor’s report not be dated prior to the date on which 
the auditor has obtained sufficient appropriate audit evidence.
Readers should be alert for the issuance of a final standard.
Proposed SAS, The Auditor's Communication With Those 
Charged With Governance
The ASB has issued an exposure draft o f a proposed SAS that 
would replace SAS No. 61, Communication With Audit Com­
mittees, as amended. SAS No. 61 currently establishes communi­
cation requirements applicable to entities that either have an 
audit committee or have otherwise formally designated oversight 
o f the financial reporting process to a group equivalent to an 
audit committee. The proposed SAS broadens the applicability of 
the SAS to audits of the financial statements o f all nonissuers and 
establishes a requirement for the auditor to communicate with 
those charged with governance certain significant matters related 
to the audit.
The proposed SAS identifies specific matters to be communi­
cated, many of which are generally consistent with the existing 
requirements in SAS No. 61. However, the proposed SAS in­
cludes certain additional matters to be communicated and pro­
vides additional guidance on the communication process. In 
particular, the proposed SAS:
• Requires the auditor to determine the appropriate per­
son(s) in the entity’s governance structure with whom to 
communicate particular matters. That person may vary de­
pending on the nature of the matter to be communicated,
• Recognizes the diversity in governance structures among 
entities (including the existence o f audit committees or
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other subgroups charged with governance) and encourages 
the use o f professional judgment in deciding with whom to 
communicate particular matters.
• Recognizes the unique considerations for communicating 
with those charged with governance when all of those charged 
with governance are involved in managing the entity, which 
may be the case with some small entities.
• Adds requirements to communicate an overview of the 
planned scope and timing of the audit, and representations 
the auditor is requesting from management.
• Provides additional guidance on the communication process, 
including the forms and timing of communication. Significant 
findings from the audit are required to be communicated in 
writing, while other communications may be oral or in writing.
•  Requires the auditor evaluate the adequacy of the two-way commu­
nication between the auditor and those charged with governance.
• Establishes a requirement to document significant matters 
communicated those charged with governance.
In addition to the proposed SAS, the exposure draft includes a 
proposed amendment to SAS No. 59, The Auditor's Consideration 
o f an Entity’s Ability to Continue as a Going Concern, as amended. 
The proposed amendment requires the auditor to communicate 
to those charged with governance events or conditions that cause 
an auditor to conclude that there is substantial doubt about the 
entity’s ability to continue as a going concern as well as manage­
ment’s plans for addressing such events or conditions.
Readers should be alert for the issuance of a final standard in the 
fourth quarter of 2006.
Amendment to SAS No. 69, The Meaning of Present Fairly in 
Conformity With Generally Accepted Accounting Principles, 
for Nongovernmental Entities
The ASB has issued an exposure draft: introducing a proposed SAS 
entitled Amendment to Statement on Auditing Standards No. 69, The 
Meaning of Present Fairly in Conformity With Generally Accepted Ac-
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counting Principles, for Nongovernmental Entities. This proposed 
SAS, which applies only to nongovernmental entities, has been is­
sued in response to the FASB’s proposed Statement of Financial Ac­
counting Standards entitled The Hierarchy o f Generally Accepted 
Accounting Principles. The FASB proposal moves responsibility for 
the GAAP hierarchy for nongovernmental entities from the audit­
ing literature (SAS No. 69 [AICPA, Professional Standards, vol. 1, 
AU sec. 411]) to the accounting literature. The proposed SAS 
deletes the GAAP hierarchy for nongovernmental entities from SAS 
No. 69. The ASB decided to coordinate the provisions and effective 
date o f this exposure draft with the FASB proposed statement, 
which can be obtained at www.fasb.org. This project is therefore on 
hold awaiting FASB finalization of the hierarchy.
Accounting Pipeline
Proposed FASB Statement, The Hierarchy o f Generally 
Accepted Accounting Principles
This proposed Statement would identify the sources of accounting 
principles and the framework for selecting the principles to be used in 
the preparation of financial statements of nongovernmental compa­
nies that are presented in conformity with U.S. GAAP (or the GAAP 
hierarchy). The GAAP hierarchy is currently presented in AICPA 
SAS No. 69. However, the FASB believes that the GAAP hierarchy 
should be directed specifically to companies because it is the com­
pany, not the auditor, who is responsible for selecting its accounting 
principles for financial statements. Accordingly, the FASB concluded 
that the GAAP hierarchy should reside in the accounting literature es­
tablished by the FASB. The FASB decided to carry forward the 
GAAP hierarchy as set forth in SAS No. 69, subject to certain modi­
fications. Readers should be alert for the issuance of a final Statement.
Proposed FASB Statements, Business Combinations, and 
Consolidated Financial Statements, Including Accounting and 
Reporting of Noncontrolling Interests in Subsidiaries
In these proposed Statements, the FASB plans to revise the exist­
ing guidance on the application of the purchase method. The fol­
lowing are among the main proposals:
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1. That all acquisitions of businesses be measured at the fair 
value of the business acquired.
2. That substantially all o f the assets acquired and liabilities 
assumed of the acquired business be recognized and mea­
sured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international 
standards apply substantially the same accounting require­
ments for their business combinations.
The FASB’s goal is to issue the two final Standards in the second 
quarter o f 2007. The target effective date for the two proposed 
Statements will be reviewed near the end of redeliberations.
Proposed FASB Statement, Accounting for Transfers o f 
Financial Assets
The exposure Accounting for Transfers of Financial Assets is a revi­
sion of a June 2003 exposure draft, Qualifying Special-Purpose Entities 
and Isolation of Transferred Assets, and would amend FASB Statement 
No. 140, Accounting for Transfers and Servicing of Financial Assets and 
Extinguishments o f Liabilities. The proposed Statement seeks to (a) 
clearly specify the circumstances that require the use of a qualifying 
special-purpose entity (SPE) in order to derecognize all or a portion of 
financial assets, (b) provide additional guidance on permitted activities 
of qualifying SPEs, (c) eliminate the prohibition on a qualifying 
SPE’s ability to hold passive derivative financial instruments that per­
tain to beneficial interests held by a transferor, and (d) revise the ini­
tial measurement of interests related to transferred financial assets 
held by a transferor. The effective dates associated with this proposed 
Statement vary; refer to the exposure draft: for further information.
Readers should be alert for the issuance o f a final Statement, 
which is expected in the second quarter o f 2007. See the FASB 
Web site at www.fasb.org for complete information.
Proposed FASB Statement, The Fair Value Option for 
Financial Assets and Financial Liabilities
In January 2006, the FASB published an exposure draft o f a pro­
posed Statement, The Fair Value Option for Financial Assets and
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Financial Liabilities. This proposed Statement would create a fair 
value option under which an entity may irrevocably elect fair 
value as the initial and subsequent measurement attribute for cer­
tain financial assets and financial liabilities on a contract-by-con- 
tract basis, with changes in fair value recognized in earnings as 
those changes occur.
Current GAAP requires some assets or liabilities to be reported 
using the fair value measurement attribute, while other related as­
sets or liabilities are required to be reported using another mea­
surement attribute. This mixed-attribute accounting leads to 
volatility in reported earnings. Creation o f the fair value option 
would permit an entity to mitigate that volatility by enabling en­
tities to achieve an offset accounting effect for the changes in the 
fair values o f related assets and liabilities without having to apply 
complex hedge accounting provisions.
Adoption of this proposed Statement would be required as of the 
beginning o f an entity’s first fiscal year that begins after Decem­
ber 15, 2006, with earlier adoption permitted as o f the beginning 
o f an entity’s earlier fiscal year that begins after issuance of the 
final Statement. As o f the date o f initial adoption, an entity 
would be permitted to elect the fair value option for any existing 
financial asset or financial liability within the scope of the pro­
posed Statement. The adjustment to reflect the difference be­
tween the fair value and the carrying amount o f the existing 
financial assets and financial liabilities for which an entity irrevo­
cably elected the fair value option as of the date o f initial adop­
tion would be accounted for as a cumulative-effect adjustment to 
retained earnings. Retrospective application o f the accounting 
provisions in the proposed Statement would not be permitted.
Readers should be alert for the issuance o f a final Statement, 
which is expected in the fourth quarter o f 2006.
Proposed FASB EITF Issues
Numerous open issues are under deliberation by the EITF. 
Readers should visit the FASB Web site at www.fasb.org/eitf/ 
agenda.shtml for complete information.
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Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress address­
ing issues related to FASB Statements No. 123(R), and No. 126. 
Readers should visit the FASB Web site at www.fasb.org/fasb_ 
staff_positions/proposed_fsp.shtml for complete information.
Resource Central
Presented below are various resources that practitioners engaged 
in the high-technology industry may find beneficial.
Publications
The following publications deliver valuable guidance and practi­
cal assistance as potent tools to be used on your engagements 
(product numbers appear in parentheses):
Audit Guide Auditing Derivative Instruments, H edging Ac­
tivities, and Investments in Securities (2006) (product no. 
012523kk)
Audit Guide Auditing Revenue in Certain Industries (2006) 
(product no. 0125l6kk)
Audit Guide Audit Sampling (2001) (product no. 012530kk)
Audit Guide Analytical Procedures (2006) (product no. 
012556kk)
Audit Guide Service Organizations: Applying SAS No. 70, as 
Amended (2006) (product no. 012776kk)
Accounting Trends &  Techniques— 2 0 0 6  (product no. 
009896kk)
Practice Aid Preparing and Reporting on Cash- and Tax- 
Basis Financial Statements (product no. 006701kk)
Practice Aid Fraud Detection in a GAAS Audit, Revised Edi­
tion (006615kk)
General Audit Risk Alert—2006/07 (product no. 022336kk)
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Audit and Accounting Manual
The Audit and Accounting M anual (revised as o f July 1, 2006) 
(product no. 005136kk) is a valuable nonauthoritative practice 
tool designed to provide assistance for audit, review, and compila­
tion engagements. It contains numerous practice aids, samples, 
and illustrations, including audit programs; auditor’s reports, 
checklists, and engagement letters; management representation 
letters; and confirmation letters.
Educational Courses
The AICPA offers a number of continuing professional educa­
tion (CPE) courses that are v aluable to CPAs working in public 
practice and industry. Visit www.cpa2biz.com for a complete list 
o f CPE courses.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members o f the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application o f the AICPA Code o f Professional 
Conduct. Call (888) 777-7077.
Web Sites
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services of­
fered by a number of organizations. Some o f those organizations 
are listed in the following table.
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Name of Site Content Internet Address
Accountants World Online community of 
independent accountants 
providing resources and tools
www.accountantsworld.com
AccountingWeb Online community for the 
accounting profession
WWW.accountingweb.com
American Institute 
of CPAs
Summaries of recent auditing 
and other professional 
standards as well as other 
AICPA activities
www.aicpa.org
CPAnet Online community and 
resource center for the 
accounting profession
www.cpanet.com/
Economy.com Source for analysis, data, 
forecasts, and information 
on the United States and 
world economies
www.economy.com
Federal Reserve 
Bank of New York
Key interest rates www.ny.frb.org/index.html
Financial Accounting 
Standards Board
Summaries of recent 
accounting pronouncements 
and other FASB activities
www.fasb.org
FirstGov Portal through which all 
government agencies can 
be accessed
www.firstgov.gov
Government 
Accountability Office 
(formerly General 
Accounting Office)
Policy and guidance materials, 
reports on federal agency 
major rules
www.gao.gov
Hoovers Online Online information on 
various companies 
and industries
WWW. hoovers.com
International 
Accounting 
Standards Board
Summaries of International 
Financial Reporting Standards 
and International Accounting 
Standards
www.iasb.org
International 
Federation of 
Accountants
Information on standards- 
setting activities in the 
international arena
www.ifac.org
Public Company 
Accounting 
Oversight Board
Information on accounting 
and auditing, the activities of 
the PCAOB, and other matters
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www.pcaobus.org
Name of Site Content Internet Address
Securities and The SEC Digest and
Exchange Statements, EDGAR database, www.sec.gov
Commission current SEC rulemaking
Tax Analysts Information on current tax www.tax.org
Online developments
U.S. Tax Code A complete text of the www.fourmilab.ch/ustax/
Online U.S. Tax Code ustax.html
WebCPA Provides online business 
news for the tax and 
accounting community
www.webcpa.com
This Audit Risk Alert replaces High-Technology Industry Develop­
ments—2005/06. High-Technology Industry Developments is pub­
lished annually. As you encounter audit or industry issues that 
you believe warrant discussion in next year’s Alert, please feel free 
to share them with us. Any other comments that you have about 
the Alert would also be appreciated. You may e-mail these com­
ments to kglupe@aicpa.org or write to:
Karin Glupe 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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AICPA Member and 
Public Information: 
www.aicpa.org
AICPA Online Store: 
www.cpa2biz.com
ISO Certified
C
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